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FOREIGH
PMttWS
W E ARE ALL AWARE of the tremendous expansion of
United States investments in other countries during the
last few years. The Department of Commerce tells us
that United States private investments abroad amounted
to approximately $60 billion in 1962, as compared with
$19 billion in 1950. These numbers are impressive not
only because of the significant increase but also because
of the magnitude of the amounts.
We get some idea of the number of new entries into
foreign markets from the results of surveys included in
the annual publication of the American Institute of Certified Public Accountants, Accounting Trends and Techniques. The 1963 results, based on a review of 1962
annual reports, indicated that 403 of the 600 companies
included in the survey had foreign subsidiaries. In an
earlier survey conducted by the AICPA in 1949, the
annual reports of only 165 of 525 companies indicated
the presence of foreign subsidiaries. These figures, of
course, refer only to subsidiaries, and then relate only to
those instances where the existence of subsidiaries is apparent from annual reports. It is safe to assume that a
greater number of companies have foreign operations,
however minor, and certainly a higher proportion of
the companies than the two-thirds indicated in the 1963
survey have some dealings with foreign markets and,
therefore, have some interest.

22

Reasons for

Increase:

There are a number of reasons for increased investments abroad. Primary, of course, is the desire to enter
new markets. In addition, many companies hope to take
advantage of sources of raw material or of lower costs
such as wages. Tax advantages have been a significant
factor to be considered when establishing new locations.
It is also possible that in some instances the act of entering foreign operations may be in the nature of a defensive move in order to continue to sell in certain
economic or geographic groups. The European Common
Market is the best example of such a group where investment may be required in order for a United States
company to continue to compete.
Accountants

Are

Involved:

In every instance that I can think of, the basic motivation for investing in other countries is profit. Accordingly, the financial manager is directly involved in the
why, where, how, and how much of such investments
and, also, in their maintenance.
I believe that profit motivation as a reason for expanding investments in other countries may be good for
our country's foreign relations. At least alliances based
on mutual profit can often be stronger and more lasting than those based on fear or dubious gratitude.
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From the Company's

Standpoint

As financial people, our involvement in foreign operations brings us face to face with some very substantial
problems not normally encountered in our work in our
own country. Let us consider some of them.
GENERAL D I F F I C U L T I E S E N C O U N T E R E D
W H E N D O I N G BUSINESS I N
OTHER COUNTRIES
Boundaries and

Distance:

Immediately upon the commencement of business in
another country, the United States businessman encounters a new barrier to free and easy dealings and communication within a business entity. This barrier is the
country boundary. Somehow this barrier is both physical
and mental. It is physical in that certain requirements
must be met and certain procedures followed in order
to transport products or people between the entity's locations.
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Boundaries also create mental barriers which are not
as easily defined. It is just not as easy for us to pick up
the phone to call a city in another country, say Monterrey, Mexico, as it is to call a city the same distance
away but in the United States.
We have seen this barrier operate in Detroit in connection with United States owned companies in Windsor,
Canada. You may not be aware that in Detroit we look
south to Windsor, Canada, which is an extraordinary
position for a Canadian city to have in relation to the
United States. T h e problems surely are fewer between
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Detroit and Windsor because of their proximity, but
Canadian officials of subsidiaries of United States companies have indicated to me a feeling of aloneness, although they are just across the river. The only barrier to
full communication and contact is a freely crossed boundary, but there is a barrier.
In any case, for these reasons it is probable that the
United States businessman will have less contact with
his company's forign operations than with its domestic
operations.
Distance, of course, also affects communications and
the amount of direct contact, again bringing into play
physical and mental hurdles. It affects the financial manager quite specifically in the timeliness of receipt of reports from other countries. Many United States parent
companies have found that it takes much longer to get
information, including normal reports, from foreign operations than from their domestic subsidiaries and divisions. Companies give forced recognition to this fact by
consolidating foreign subsidiaries on a month lag basis.
Timeliness of reporting is not solely related to distance;
in a number of countries it has been the custom to issue
financial reports five to six months after the close of the
fiscal year.
Language

Differences:

Another difficult problem encountered is the language
difference. In the selection of personnel, the use of both
English and the native tongue is very important. Learning a new language to the degree necessary for personal
and business dealings is usually quite difficult for most
people and requires a reasonable amount of time. Too
often a company must place an overt emphasis on language facility to the reduced consideration of other capabilities. This can be a mistake.
Written communication also becomes more complicated where differences of language exist. Most records in foreign countries are maintained in the local language and accounting records are usually no exception.
As a matter of fact, some countries require accounting
records to be maintained in the official language. For example, in Brazil, all accounting records are to be maintained in Portuguese, and, incidentally, in Brazilian currency, which creates another problem that we will discuss later. It is apparent that accounting personnel must
be able to use the local language from the standpoint of
maintaining records.
Here is where we in the U.S. encounter one of our
major weaknesses in our ability to conduct foreign business. Most of us do not have any significant use of
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languages, other than our own brand of English. Accordingly, for financial statements and other reports to be of
any use to American management, they must be translated. Most often the translation is done in the foreign
countries where company personnel are usually bilingual.
Often words translate quite differently than might be
expected. Recently, we received a report from a European country regarding examination of accounts receivable. The translated report indicated that certain tests
had been carried out to allow the auditor to formulate
an opinion on the "materiality" of the accounts. As you
might guess, we were confused. A conference with one
of our partners more familiar with the particular language helped us to understand what the term meant.
T h e country's language does not have a word which
has the technical meaning we usually assign to materiality in accounting terminology, i.e., relative significance.
T h e translation employed a common non-technical definition of materiality, i.e., substance, that of which something is made. This is an example of the kind of problem that can occur.
Business Habits and

Customs:

In dealing with people in other countries, the fact
must be accepted that different business habits exist.
Businessmen are generally honest the world over, but
business ethics do vary between countries because the
requirements of business practice are not the same in all
business communities. Certainly it is never expected that
subterfuge should be accepted or condoned. However,
the United States businessman must recognize that there
are differences in attitudes.
Consider the not uncommon business practice in some
Latin American countries of issuing invoices as a convenience. The reasons for such issuance may vary, but
there are companies who will issue an invoice indicating
they have performed a service or sold merchandise when
the specific transaction described has not taken place.
In one instance employees were performing additional
services for their employer company, acting, in effect, as
outside contractors. Because they did not want to be involved in the many required procedures related to doing
business in that country, they made arrangements with
a supplier to issue invoices for the work they were doing.
The supplier retained a percentage of the invoice amount
for bookkeeping and administrative services. Obviously,
this practice could cause serious trouble, not only for
the employee in his attempt to circumvent the law, but
also for the employer in lack of control.
The United States businessman should also recognize
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that he will encounter emphasis on different values in
his dealings with people in other countries. Possibly in
some areas less importance will be placed on time. It is
also possible that the first impression of workers in some
other countries might be that they are not as industrious
as workers in our country. It is important that opinions
based on such first impressions be held in abeyance until
there is an opportunity to more fully understand the
customs and practices of the countries.
In many other countries a great amount of importance
is placed upon vacations. Business shuts down during
the holiday period. Many workers reserve vacation accommodations years ahead of time, and it appears to
be almost impossible to get them to change their plans.
O n one occasion officials of a company decided that
in order to take a physical inventory they had to shut
down the plant during a time when they would normally
be producing. This action was taken as an alternative
to trying to get workers to spend several days of their
vacation period in taking the physical inventory.

United States. These organizations prescribe, in some detail, accounting and reporting practices required to be
followed by those companies which come under their
jurisdiction. Other countries have their own agencies
with corresponding regulations concerning financial information. Some are very complete in their requirements and quite strict, others are less so.
Brazil is an example of a country with comprehensive
regulations. T h e Company Law outlines in some detail
how accounting records should be maintained, the type
of financial statements that should be prepared, to whom
the financial statements should be presented and, in some
instances, what accounting principles should be followed. In general, the requirements should give the
United States accountant little trouble. As an example,
the Company Law requires that:

Foreign

It seems to me that this requirement generally agrees
with accepted United States concepts.
The Companies Act in Germany not only specifies the
form of financial statements in considerable detail, but
requires that the same chart of accounts be used by all
companies.
In Argentina, annual financial statements in a form
prescribed by regulations must be approved by shareholders and published in the Official Gazette. Fortunately for us, these regulations are based generally on
SEC standards.

Relations:

Let us also face the fact that everyone does not love
us. Any U.S. company can expect to encounter some
antagonism directed specifically toward Americans or in
general to foreigners. It is not our intention in this article
to discuss foreign relations problems, but we all should
recognize that this factor exists and often for good reason. In Geneva, the influx of foreign companies has
significantly raised the cost of certain skilled personnel,
for example, secretaries. There is bound to be a reaction
among the local businesses.
Local Laws and

Regulations:

As in the United States, each country has its own
laws and regulations which affect business operations
including accounting. It is absolutely necessary that these
laws and regulations be understood, and that their effect
on business be of particular consideration when a business move is contemplated. It would be impossible for
United States executives to understand and keep abreast
of changes in local laws. Accordingly, it is usual to place
major responsibilty for compliance on local executives
and their local consultants in the foreign country.
SPECIFIC ACCOUNTING PROBLEMS
Regulations:
You are familiar, at least generally, with the regulations promulgated by the Securities Exchange Commission, the Interstate Commerce Commission, the Federal
Power Commission, and other regulatory bodies in the
JUNE,
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"Assets shall be valued at cost, provision for depreciation or depletion being necessary; however, in
the case of saleable assets, market price should be
applied if lower than cost."

In addition to laws, the American businessman may
encounter other requirements relative to accounting
practices. These requirements may be imposed by professional organizations, or may merely be the result of
accepted practice in the country. We certainly have to
remember that the real authority of accounting principles in this country, at least until now, has been its
acceptance by the profession and business. A good example is the recent pronouncement by the Accounting
Principles Board on the investment credit.
Taxes:
In other countries, as in the United States, you will
find that there is often a relationship between acceptability of accounting principles and requirements for tax
purposes. As a matter of fact, in a number of countries
certain tax deductions are available only if they are recorded in the accounting records and are so shown in
the financial statements.
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It is good business to take advantage of tax deductions wherever possible. It seems to me that if a particular
principle is accepted practice in the country and recording is required in order to have a tax deduction,
it makes good sense for the subsidiary of a United
States company to take advantage of the situation. For
example, in Switzerland it is permissible to deduct, for
tax purposes, inventory reserves and allowances for
doubtful accounts in excess of amounts which may be required. In this instance, the provisions must be recorded
in order to be deductible. Certainly, the described practice would not necessarily be in accordance with generally accepted accounting principles as we know them.
However, the practice is accepted by industry and the
accounting profession in that country.
At first glance it might appear that following tax regulations would always lead to conservative accounting
practices in the preparation of financial statements. This
isn't so! In Brazil, for tax purposes, deductions for depreciation are limited to movable property and are not
allowed for buildings and improvements. Accordingly,
depreciation would be less than amounts required to
allocate cost of assets over estimated useful lives in accordance with generally accepted accounting principles.
Accounting

Principles:

There are a number of specific differences in accounting practices between countries. Such differences are not
necessarily universal. Let us consider those variations that
are most common. In general, variations from accounting principles, as we know them, will be encountered primarily in three major areas: (1) appraisals, (2) depreciation practices, and (3) reserves.
1. It is common practice in many countries to allow
for appraisals of fixed assets in order to give recognition to violent changes in currency valuations. We in
the United States have virtuously declared that this is
not a good practice, primarily, of course, because of the
judgmental factor involved. However, no matter how
much we think things have changed since the good old
days, we have not experienced the fantastic inflation that
has occurred in other countries and the resultant distorting effect upon financial statements. O u r economy
has been relatively stable during the years and we have
not felt great pressure for price-level adjustments. Therefore, we may have to move slowly in asserting our exclusive correctness in this particular area.
2. There is considerable variation throughout the
world in practices followed in accounting for depreciation. In some countries, consistency in method of spread-
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ing costs of assets does not have the emphasis that it has
here. In other countries, methods are used which result
in extremely rapid depreciation.
3. T h e use of reserves is probably the variation from
United States practices hardest for any of us to understand. It is not uncommon for companies in certain other
countries to make provision through operations for general business reserves with the very apparent purpose of
leveling income. Again, before we criticize, we must give
some recognition to the reasons behind this practice. In
certain countries, it is the custom or even law for all or
substantially all net earnings to be paid out as dividends.
Management must retain funds in the company for expansion or reinvestment for other reasons. They might be
criticized for allowing themselves to be caught short.
Accordingly, the officers or directors of a company may
arbitrarily limit published net earnings to the amount
they want to pay as dividends by adjustment of general
reserves. Conservatism is probably a greater virtue in the
presentation of financial statements in other countries
than it is in the United States.
Just because certain practices differ from our own, does
not make them necessarily wrong or unsound. We must
recognize the situation which is not within the normal
range of our experience, as for example, appraisals. It is
also important to remember that there is some question
concerning the overall desirability of some of our own
accounting principles, even though t h t / have general
acceptance. U.S. accountants must, in dealing with foreign operations, recognize situations where differences are
merely a matter of opinion, rather than unsound accounting.
While there are important differences, we should recognize the similarities between our thinking and the
thinking of accountants and financial people in other
countries. For example, accounting practices are very
close to our own in certain parts of the British Commonwealth, particularly in Canada. O u r experience has been
that accountants in other countries, even where there are
substantial differences in practices, are quite aware of
what is happening in the United States. They are often
quite familiar with publications of the A.I.C.P.A., the
N.A.A., the A.A.A., and the writings of our professors in
our universities.
Whose Practices

Apply:

Having considered some of the differences we will encounter, what should we do about them when preparing
financial statements?
It appears that the U.S. company will have to do some
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conforming to the practices and customs followed in the
business community. Maybe the best rule is to consider
the purpose of the information. Local standards should
be used for local use where required. When the financial
information is to be used in the United States or is to be
included in consolidated financial statements, generally
accepted accounting principles recognized here should be
followed in any significant area. This action may require
adjustment of the local financial statements to conform
to United States presentation. Reports for the use of management should, of course, fit their requirements. If possible, the company should require standard reports for
internal purposes in order that proper comparison can be
made. This action becomes absolutely necessary as the
international organization becomes larger and more complex.
A C C O U N T I N G BY P A R E N T
To Consolidate or Not:
Let us now consider how we should handle financial
information relating to foreign operations in the financial
statements of the United States parent company. The
American Institute of Certified Public Accountants has
recognized the importance of information on foreign investments. Chapter 12 of the final edition of Accounting
Research and Terminology Bulletins deals specifically
with foreign operations and foreign exchange. T h e discussion in the Bulletin recommends that:
1. Full disclosure be made in the financial statements
of United States companies of the extent to which they
include significant foreign items, and
2. Adequate disclosure of foreign operations should
be made whether or not foreign subsidiaries are consolidated.
There is a general tone of "be careful" throughout the
chapter, indicating a caution on the part of the accounting profession.
As evidence of further caution, we find that Accounting Trends and Techniques indicates that the two major
reasons for not including subsidiaries in consolidated
financial statements are:
1. Excluded merely because foreign.
2. Excluded because of the geographic location of certain foreign subsidiaries.
It would appear that managements are also of the
opinion that there is more reason for looking askance at
the financial results of foreign subsidiaries than at the
results of domestic subsidiaries. At least there is a greater
JUNE,
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reluctance to include such information in consolidated
financial statements.
Generally, consolidation (including one-line consolidation) of foreign subsidiaries should be restricted to those
instances where the following elements are present:
1. The parent has financial and operating control.
2. Exchange or other restrictions do not preclude transfer of earnings to the United States. If there are restrictions, there is a question as to whether the increase in
equity has accrued to the credit of the group. In Japan,
for instance, the right to transfer earnings on investments
out of the country is restricted to certain types of business
(banks, insurance companies, airline companies, and
steamship companies). There is considerable question as
to whether it is appropriate to consolidate Japanese subsidiaries not in the aforementioned industries.
3. The subsidiary is definitely a part of the operating
group and not just an investment.
4. T h e economic and political situation in the foreign
country is not so unstable that it is unrealistic to consider
an operation as long term under the existing conditions.
In this vein, I would wonder about the continued inclusion of a Cuban subsidiary in United States financial
statements.
When foreign operations are extensive, it has become
common practice to include a schedule of assets and liabilities of the companies as a footnote to the financial
statements. Usually, this schedule indicates the assets and
liabilities by category as they are included in the balance
sheet. Very often a further segregation is made by geographical area. In a number of instances, not as common,
a combined statement of net earnings is given.
More often footnotes disclose pertinent factors relative
to the foreign operations, usually including equity in the
companies at the balance sheet date and the parent's
share in net earnings of the entities for the year. These
disclosures are made in cases of consolidation or in instances where investments are carried at cost or equity,
whichever is lower, the other most common form of presentation.
The annual report of one company released recently
has a somewhat unusual method of handling foreign corporations. Its foreign subsidiaries and branches are fully
consolidated in the statement of results of operations.
However, the net earnings of these foreign subsidiaries
and branches not remitted to the United States are deducted before arriving at net income for the year. Investments in the foreign subsidiaries and branches are carried
at cost and a full listing of assets and liabilities is shown.
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In effect, the company is saying that foreign operations
are an important part of its business. However, it appears
that the company is a little leery as to the permanence
of incremental earnings to the benefit of the company
and, therefore, is not recognizing such earnings in the
consolidated financial statements until actually received
in the United States.
Conversion of Foreign

Exchange:

One of the most difficult problems encountered in dealing with foreign operations is interpreting the resultant
financial information in terms of United States dollars.
This conversion must be accomplished in order that the
financial data be understandable to United States management and, of course, is necessary for inclusion of financial information in combined or consolidated financial
statements. In effect, it is not appropriate to add marks
and yen.
Various methods or rules are followed in conversion
of financial statements and it is important to apply the
rules in light of the circumstances in each situation. Most
commonly, however, the following general rules may
apply:
1. Current assets and current liabilities are converted
at the rate of exchange in effect at the balance sheet date.
2. Assets not to be converted into cash within the succeeding year or business cycle and long-term liabilities
should be converted at historical rates. An exception is
the instance where the liability is to be repaid in other
than the local currency. In that case, it is appropriate to
apply the current exchange rate.
3. The statement of net earnings should normally be
converted at average rates during the year.
Generally, companies follow the rule of recognizing exchange losses but not recognizing exchange gains except
to the extent of previous recorded losses. This treatment,
of course, follows the old accounting rule of conservatism
and is subject to some difference of opinion.

seen several governments do a complete about-face, usually because the faces have changed. Cuba is certainly a
good example.
Companies with extensive foreign operations have recognized the existence of these risks and many have
created foreign operations reserves. The basis for provision of allowances for possible losses varies considerably.
For example, most companies provide some amounts each
year by charges against earnings. Few companies publish
a basis for this provision. At the other extreme, General
Motors, one of the pioneers in making provision for possible foreign losses, has not changed the amount of the
reserve since 1954 and so states in their annual report.
Usually the provision for possible losses bears some relationship to risk of investment and possibly to earnings
being generated. The foreign operations reserve is commonly available for losses due to:
1. Major currency devaluations
2. Significant changes in exchange restrictions
3. Expropriation
4. Other risks not usually encountered while doing
business in the United States.
T o an accountant, of course, provision of such a general reserve may be a little hard to accept. However, it
is necessary to appreciate the problems involved. Fairly
substantial earnings are being experienced by United
States companies through foreign operations and it certainly appears appropriate to recognize that such substantial earnings are not all free; additional risks are involved,
and the best estimate of the problem should be recorded.
The practice of providing foreign operations reserves has
become quite common.
Taxes on Unremitted

Profits:

Risks:

A company which recognizes the accruing of earnings
of foreign operations should also recognize that, before
these funds can be transmitted to the United States, the
payment of additional taxes will probably be required.
T h e various avenues of liquidating domestic subsidiaries
are not available in the case of most foreign operations.

Companies that have made investments in foreign
countries must recognize that they have an unusual valuation situation. In many countries, there are risks not
encountered here in the United States. In the first place,
United States management does not have the same control over foreign operations that it has over domestic
companies. For one thing, the jurisdiction of the United
States courts does not always reach that far. In addition,
things can change. During the last several years, we have

Many companies provide taxes on unremitted profits
to the extent taxes will have to be paid in ultimately
transmitting funds to the United States. It does not appear appropriate to make such provision just on the basis
of net foreign earnings. Some consideration should be
given to the old brick and mortar theory, i.e., on a goingconcern basis not all funds will be transferred over. Considerable judgment is necessary in interpreting permanent
investment.

Recognition
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of Unusual
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ROLE OF T H E FINANCIAL EXECUTIVE
More Independence

and

Responsibility:

The problems and difficulties that we have discussed
indicate that the financial executive, whatever role he
plays in connection with foreign operations, has a difficult job. The local financial manager may be in the
toughest spot. For example, the executive in charge of
accounting in a foreign country will usually have to exercise more independent judgment than his counterpart
in the United States. One of the reasons is the previously
mentioned distance from the home office. A second and
more important reason is the peculiar problems he will
be involved with. It is not possible for the United States
executive to be familiar with and keep abreast of all local
laws and customs. More reliance must be placed on the
individual decision of the financial manager in the overseas subsidiary.
The financial executive in a foreign country must be
even more alert than his counterpart in the United States
to economic problems and changes. Again, a prime reason is the difficulty his United States superior has in
knowing what is going on.
The foreign operation financial executive, due to the
enforced decentralization just described, has considerable
responsibility, more than is always recognized by his
superiors here in the United States. Too often an attempt
is made to fill a position in a foreign country at the same
level of capabilities that is required here, where much
more advice is available and more control is exercised.

they will usually be staffed, at least at the top, by United
States personnel. From experience, it appears that this
type of liaison is helpful and may be absolutely required
in order that executives of the parent, including financial
executives, may limit the time spent in trying to keep
abreast of details on foreign operations.
Internal

Auditor:

The internal auditor has considerable value in assisting the United States financial manager to keep his finger on what is happening throughout his world operation.
Here is a situation where managerial or operational auditing fits to a tee. O u r impression is that anyone from
home, and particularly someone with a good background
in company practice, can be quite helpful to the local
manager. However, top-notch international auditors are
extremely hard to find.
Independent

Auditor:

In much the same way, the independent auditor is an
invaluable aid to the absentee owner. T h e large international accounting firms such as TRB&S can be quite
helpful to the United States parent. The local auditor is
in a position to perform an examination in accordance
with local requirements and customs and must have extensive local tax knowledge but, in addition, he is aware
of United States standards and requirements. T h e auditing firm is usually an important part of the controls used
by companies with extensive international operations.
CONCLUSION

Coordination:
Many companies have created international departments here in the United States to coordinate overseas
foreign operations on a top level basis. Other companies
have such headquarters in other countries, but even then
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In conclusion, the accounting problems that face a
company entering foreign operations are large and varied.
However, they are challenging rather than frightening
and they can be solved with the exercise of more than
usual skill and patience.
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